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SUBJECT: Exclusion/Gain fromsale of qualified small business stock held nore than
5 vears/50% for stock purchased before effective date in 2000 & 100% for

stock purchased after effective date in 2000.

SUMVARY

Under the Personal Income Tax Law, this bill would increase to 100% t he excl usi on
of gain on the sale of qualified small business stock purchased after the
effective date of the bill and held for nore than five years. The bill would
retain the 50% exclusion of gain on the sale of qualified small business stock
purchased before the effective date of the bill and held for nore than five
years.

EFFECTI VE DATE
As a tax levy, this bill would be effective upon enactnent and operative for
t axabl e years beginning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 671 (Ch. 881, Stats. 1993) enacted the 50% capital gain exclusion for snall
busi ness stock; SB 1805 (Ch. 1243, Stats. 1994) codified act |anguage from SEC. 28
of Senate Bill 671 (Stats. 1993, Chapter 881), relating to application of federa
regulations to California's "stand al one" provision for the 50% excl usion; SB 715
(Ch. 952, Stats. 1996) adopted the federal tax |aw definition of “donestic
corporation” (a corporation created or organized in the U S. or any state) and

al so made technical, nonsubstantive changes that merely elimnated superfl uous

| anguage; and AB 1120 (Ch. 69, Stats. 1999) renoved the January 1, 1999, sunset
date for the 50% excl usion.

SPECI FI C FI NDI NGS

Under both federal and California | aw, noncorporate investors may excl ude
50% of the gain realized and recogni zed on the sale or exchange of qualified
smal | business stock that has been held for nore than five years. The anount
that a taxpayer may exclude as gain with respect to qualified small business
stock issued by the sane issuer is limted to the greater of $10 million ($5
mllion for married individuals filing separate returns) or 10 tines the
taxpayer’s original basis in the stock of the issuing corporation.

To qualify as small business stock for federal purposes, the stock nust be
that of a “C’ corporation. The total gross assets (treating all nenbers of
the same parent-subsidiary controlled group as one corporation) of the
corporation at all tinmes after August 10, 1993, and before the date of
i ssuance, as well as imediately after the date of issuance, nust not exceed

$50 mllion.
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The corporation nust neet certain reporting requirenents. During
substantially all of the taxpayer’'s holding period for the stock, the
corporation (other than certain excluded corporations) nust neet an active
busi ness test. The taxpayer claimng the exclusion must have acquired the
stock when the stock was originally issued for noney or other property (not
i ncl udi ng stock) or as conpensation for services provided to the

cor poration.

To qualify as California qualified small business stock, the issuer nust
meet the follow ng additional rules:

1. Must be doing business in California at all tines on or after July 1,
1993;

2. Must have assets of $50 mllion or | ess, when neasured as a controlled
group using nodi fied federal rules, before the issuance of the stock; and

3. Must have at |east 80% of the total dollar value of its payrol
attributable to enploynment | ocated in California.

For both federal and California purposes, one-half of the amount of gain
excluded is treated as a preference itemunder the alternative m ninumtax
(AMT) .

This bill would increase the percentage of gain excluded fromincome from
50% of the gain to 100% of the gain for qualified small business stock
purchased after the effective date of these anmendnents in 2000 and held for

nmore than five years. This bill retains the 50% exclusion of the gain for
qualified small business stock purchased before the effective date of the
anmendnment s nade by this bill in 2000 and held for nore than five years.

One-hal f of the amount of gain excluded under this provision would continue
to be treated as a preference itemunder the alternative mninmmtax (AM).

| npl enent ati on Consi derati ons

I npl enenting this proposal would not significantly affect the departnent’s
progranms and operati ons.

Techni cal Consi derati ons

This bill does not specify which exclusion percentage would apply to
qualified small business stock purchased on the effective date of the
anmendnments in 2000, as paragraph (1) applies to stock purchased prior to the
effective date of the anendnents in 2000, and paragraph (2) applies to stock
purchased after the effective date of the anmendnents in 2000.

The use of the word "purchase" was carefully avoided in the origina
drafting of this section due to disputes between taxpayers and the
departnent that had arisen under the fornmer small business stock section
enacted in 1981 and repealed in 1988. It would be far preferable to tie the
effective date of this new provision to the "original issuance" date

provi sions applicable under current law to avoid these disputes.
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This section contains rules regarding (1) the length of the hol ding period
for a conversion of stock, (2) the anpunt of gain fromdisposition by pass-
through entities, (3) transfers by gift or death as well as (4) transfers in
certain specified corporate reorganizations. However, these rules need to be
revised to reflect the bill’s enactnment of 50% gain stock and 100% gain
stock and the interaction with these transfer rules.

FI SCAL | MPACT

Departnental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Estimate
The revenue inpact of this bill is estimated to be as shown in the foll ow ng
tabl e:

Fi scal Year Cash Fl ow
Purchases After Enactnent Date
Enact nent Assunmed On Septenber 1, 2000
$ MIlions
2005- 06 2006- 07 2007-08
-$15 - $38 - $50

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Tax Revenue Di scussi on

The revenue inpact of this nmeasure woul d depend on the anount invested in
qualified stock after the enactnent date, the rate of growth of market val ue
of qualified stock, and the anmount of gains realized upon disposition after
a m ni mum hol ding period of five years.

Esti mat es above are based on the sanme net hodol ogy used previously to project
the inpact of the current | aw extension of the 50% exclusion indefinitely.
These estimates allow for the mninmumfive-year hol ding period requirenent
and the interaction with the tentative mninumtax. Allowance was al so nade
for some taxpayers del ayi ng purchases of qualified stock to neet the

enact ment date requirenent.
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